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Dear Indiana Citizens;

Thank you for taking the time to read this 8" semi-annual Report to Indiana Citizens on the State’s
Finances. My office prepares this Report to give Indiana Citizens a better understanding of Indiana
government’ s true financial condition. Thisissue is devoted entirely to Indiana Government’s Surplus (the
Genera Fund and Property Tax Replacement Fund Surplus): What isit? How is it calculated? Why does it
matter? Whose numbers are right? |s the State broke? If so, how does the State pay its bills? Some
conclusions one can draw from this information include:

Even though the State reported a 2004 Surplus of $505.2 million on June 30 (Fiscal Year End), that isan
illusion. The State’'s Fisca Y ear 2004 bottom line: over a quarter billion dollars in the hole.

That quarter billion dollar deficit is aresult of the fact that, for the first time in memory, the delay of

payments to schools, counties, cities and towns from state government is greater than the State’'s cash on
hand in operating accounts on June 30.

At first glance, the Surplus figures for the last three years might seem to suggest that Indiana
government’ s fiscal situation has stabilized, but a closer examination taking into account payment delays,
transfers, and loans demonstrates the continuation of a disturbing 5 year trend. Indiana government is
again in worse shape than the year before.

Indiana’s monthly General Fund balance has been negative every month since July 2001 with the
exceptions of September 30, 2001, and each June 30. Before July 2001, we have to go back to December
1993 to find another negative balance in the General Fund at month end.

This issue starts with a simple explanation of what the Surplus is, how it is calculated, and why it is
important. That is followed by an explanation of some discrepancies you may have heard from different
people in Indiana government and a more detailed view of where the Surplus fits in with Indiana
government’ s entire financial picture. Finally, pages 6 and 7 again present the revenue analysis for the 2004
fiscal year.

If you have gquestions or comments about this publication or its contents, please e-mail me a
comments@audlan.state.in.us, or call (317) 232-3300. Y ou may also view this report along with other
pertinent financial information on our website at www.in.gov/auditor.

Sincerdly,

Connie Nass
Auditor of State

200 W. WASHINGTON STREET STATE HOUSE ROOM 240 INDIANAPOLIS, IN 46204-2793



What isthe State Surplus?

A surplusisdefined asan amount or quantity in excess of what is needed. The State Surplus can be understood
as most families understand their surplus: the cash left over after their bills have been paid.

The State Surplusiscomputed at the end of each budget year, June 30, when State gover nment examines
whether it spent morethan it took in and seeswhether it has any money left over in the General Fund, its
operating account.

In the past, our cash balance, minus outstanding purchase orders, was our Surplus. Look at the chart on this page.
For the budget years 1999 and 2000, our cash wasour Surplus.

The Surplus started changing in 2001. A reserve account for Medicaid was included in the Genera Fund, adding
$100 million to the Surplus. This makes it harder to compare 2001 to the two years before, which did not include this
reserve fund in the Surplus. Changes like this can make understanding the Surplus confusing.

More differences came the following year, 2002, when the state stopped paying some of its bills (for colleges,
universities and schools) on time and dropped the Medicaid reserve account. In 2003, the state delayed those
payments again and in addition delayed payments to cities, towns, and counties.

The 2004 Surplus had yet another adjustment. In addition to paying bills late, the state borrowed $50 million to

increase the Surplus. For thefirst time payment delays exceeded cash on-hand making the True Surplusa
deficit.

This graph illustrates how our cash balance and our True Surplus are now different. To create the appearance of a
Surplus, the State now delays paying its billsand borrows money to show an artificially high Surplusor a
Surpluswherethereisn’t one.

General Fund and Property Tax Replacement Fund
Comparison of Surplus and True Surplus
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Why should you care about the Sur plus?

The Surplus is a measure of how much money the state has left over at the end of each budget year. The change in
Surplus from year to year is a measure of whether income is higher or lower than the amount spent. In order to make
that comparison, it isimportant to know whether each year’s Surplus includes the same things.

If the Surplusistoo high, government istaking more money from you than it needs. If the Surplusisat a
deficit, billsare not paid on time. If the state does not have enough money to pay its billson time, the servicesit
provides may deteriorate, or you may berequired to pay moretaxes, or both.

This chart contains a listing of all payment delays and loans included in the Surplus for the last 4 budget years.

Payment Delays and Loan Payable Fy 2001 Fy 2002 F 2003 F 2004

Froperty Tax Replacement Credit & Homestead Credit 0 0 b 205851 526 ¥ 323361260
Higher Education a F 94930885 95 346 369 95 226 056
Tuition Suppor a 277 288 436 209 909 543 200513 745
Loan Payable to Public Deposit Insurance Fund ] ] ] 50,000,000
Total Payment Delays and Loan Payable 50 § 37222031 $ BBE1807 538 § 7E2,101 061

These delays cause your schools, counties, cities, and towns to have to borrow money and pay interest that they
eventually have to take from you in higher taxes.

It's easier to control how much money you spend than it is to make more money. But Indiana government did find
more revenues in 2002 and 2003 in the form of excess balances in dedicated accounts that were then transferred to the
General Fund. In 2004, the state took a $50 million interest-free loan from the Public Deposit Insurance Fund and
transferred $70 million from the Abandoned Property Fund to supplement the General Fund’ s bottom line.

You are in trouble when you spend more than you earn and you don't have savings. The graph below shows our
Surplus as a percent of operating revenues, adjusted for payment delays. Operating revenues consist of sales,
corporate and individual income, and wagering taxes, plus miscellaneous income (see pages 6 and 7). A bigger
Surplusin relation to the per centage of operating revenues means the State can better withstand shortfallsin
revenues or excess spending. A Surplus of 5% on thistableisapproximately two-weeks worth of operating
income. A negative per centage means there isno Surplus cash to meet current needs.

General Fund and Property Tax Replacement Fund
Sur plus Balance as a Per cent of Operating Revenues
(Delayed Payments are Included asif they wer e Paid)

($50 M L oan Payableto PDIF hasbeen Subtracted from 2004 Sur plus)

30%

25%

20%

15% A

10% A

5% A

0% [

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

-5%

Fiscal Year




Why do the Governor’sand Auditor’s numbersdiffer?

In addition to changes in the components of the Surplus from year to year, Hoos ers have become accustomed to
hearing two different Surplus reports each July-one from the Governor and one from the Auditor.

By state law, the Auditor of State maintainsthe official centralized accounting records (the general ledger) of

Indiana State Gover nment.

The Governor’s Budget Agency has in recent years included items in its Surplus statement that are different from its
earlier method of computation. An example is long-term outstanding loans receivable that the Budget Agency counts
as cash in the Rainy Day Fund even though the loans are not scheduled to be repaid until July 2009 at the earliest

and as late as July 2013.

The following table presents the items considered by the Auditor of State in calculating the Surplus.

F 2001 Fy 2002 Fy 2003 FYy 2004
General Fund Surplus 5 18,628,000 ] § 136564 535 5 200,000
Resere for Tuition Support 265 000,000 $ 265 000,000 305 000 000 280 500,000
Rainy Day Fund 525,114,000 257 008,000 248 141 592 214 521 865
Medicaid Reserve 100,000,000 0 1] 1]
Surplus § 908742000 $ AZ2006,000 $ B89 706127 § AD5 221865
Payment Dalays a (372 220 ,321) (BE1 807 538) 712,101 ,061)
Loan Payable to POIF a ] 1] (50,000,000
True Surplus § 903,742,000 § 149785579 G 27 893 589 § (256,879 ,19E)

As mentioned above, for the past two years, the Governor’s Budget Agency included as part of its Surplus
outstanding loans from the Rainy Day Fund to several schools and local gover nments. Counting these loans as
part of the Surplusinflated the 2003 figure by $30.4 million and the 2004 figure by $27.6 million, even though
the State does not have that money.

Doesthe State have other accounts besidesthe General Fund?

Yes. Although the General Fund serves asthe checking account for general government operations, thereare
other accountsthat are dedicated to specific state gover nment functions. The Genera Assembly sets up these
funds for specific purposes. Revenues to many of these funds come in the form of user fees or Federal grants as

opposed to taxes.

As shown in the table below, as of June 30, 2004, the General Fund held $512,138,235 in cash and investments,
minus outstanding purchase orders of nearly $7 million. The State’ s dedicated accounts held balances totaling $2.77
billion. 1t isthe existence of these dedicated accounts that enables state gover nment to continue to operate
even when the General Fund balance is negative.

Cash and Investment Balances (all funds) as of June 30, 2004

surplus Dedicated
Arccounts Accounts Tatal
General Fund Cash and Investments § 297 616,370 $ 040,424 957 § 833041327
Rainy Day Fund 214 521 8BS 1] 214 521 8BS
Total General Fund Cash and Investments 512,138 235 540,424 957 1052 563 192
Mon General Fund Cash and lrvestments ] 2,234 2659 8R3 2,234 258 853
Total Mon General Fund Cash and Investments ] 2,234 2659 8R3 2,234 2R8 8R3
Grand Taotal All Funds Cash and Investments P 512138235 3 2774 B94 521 T 3,286 833,055




If the State is broke, how do we pay our bills?

The General Fund, which serves as state government’ s checking account, is out of money. The General Fund has
been in a negative position at the end of every month since July 2001 with the exceptions of September 2001
and June 30 each year when the state closesits books. Thisis reflected in the graph below. The blue bars reflect
apositive balance in the General Fund. The red bars reflect a negative balance in the General Fund. The General
Fund month-end balance was positive for every month-end since December 1993 through June 2001.

The area underneath those bars represents the remainder of the state’s cash and investment balances outside the
General Fund in dedicated accounts. These dedicated accounts are established and the funds in them earmarked for
specific purposes as indicated in the previous page. When the General Fund isin a negative position, the state
isin effect borrowing money from those dedicated accountsto meet its day to day obligations.

There were times throughout the years when those balances dropped to levels significantly lower than we have

seen in the past. In December of the past two years, there have actually been days when the total cash and
investment balances have fallen below $2 billion.

Treating these dedicated funds as a revolving pool of available cash may work in the short-term, but in the

long-run the money will have to be paid back, or the State will face a situation where it is literally unable to pay
its bills, let alone pay them on time.

State of Indiana
Cash and Investment Balance Analysis

Blue Bars Show Positive Cash in The Surplus Account
Red Bars Show Negative Cash in The Surplus Account
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General and Property Tax Replacement Fund Revenue Trends (Cash Basis)
A Detailed Analysis of the Four Primary Revenue Sour ces

The General Fund and Property Tax Replacement Fund (“Funds’) receive revenue from sales tax,
individual income tax, corporate income tax, riverboat wagering tax, and 8% from various other revenue
sources. During fiscal year 2003, the General Assembly increased the sales tax by 20% and earmarked
riverboat wagering tax for the Funds, thereby changing the revenue mix. In fiscal years 2000 through
2003, sales, individual, and corporate taxes remained stable, accounting for approximately 92% of
revenues. By June 30, 2004, that percentage had decreased to 86.3%. Riverboat taxes areamajor
revenue sour ce for the Funds, approaching and at times exceeding cor por ate income taxes.

Total Budgeted Revenues
For FY 04 revenue totaled
$10.6 billion —a $740.9 million
(7.5%) increase over FY 03
revenue. Thiswas $59.4
million (0.7%) greater than the
January 12, 2004 revised
revenue forecast (“Revised
Forecast”) but $71.4 million
(0.6%) below the April 10,
2003 forecast (“ Budget
Forecast”) used in preparing
the State’ s biennial budget. The
Economic Forecast Committee
prepares the revenue forecasts.
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Fy 2000 Fy 2001 Fy 2002 Fy 2003 Fy 2004

| Other Revenue 8.2% 3.0% 3.0% 9.1% 3.0%

@ Riverboat Wagering Tax 4.4% 57%

O Corporate Income Tax 108% 9.4% 8.1% T4% 6.1%

W Individual Income Tax 411% 41.8% 40.7% 36.9% 359%

W Sales Tax 39.9% 40.8% 43 2% 42 2% 44 4%

Sales Tax Sales Tax
For fiscal year 2004, sales taxes accounted for (Dallars in Millians)

' FY 2000 FY 2001 FY 2002  FY 2003  FY 2004
44.4% of General Fund and Property Tax lst Quater 9281 9039 9531 9789 11728
Replacement Fund (“ General Fund”) revenue. 2nd Cuarter B77.1 8953 942 3 9456 1,152.0
For FY 04, salestax receipts were $548.5 3rd Quarter 9369 970.1 9333 11117 11931
million (13.1%) higher than FY 03. Thelargest  4th Quarter o093 9246 9327 1,134 12030
portion of the increase came in the first half of Fy ~ T°t@ 36514 | 36939 37614 ] 41726] 47203
04 because the 20% increase in the tax rate from Sales Tax Collections
5% to 6% became effective December 1, 2002,
which was just before the start of the second half 31,300
of FY 03. Although receipts exceed the Revised $1,200
Forecast by $5.0 million (0.1%), sales tax o
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General and Property Tax Replacement Fund Revenue Trends (Cash Basis)
A Detailed Analysis of the Four Primary Revenue Sour ces (Continued)

Individual Income Tax
Individual income taxes wer e 35.9% of General Fund
revenue for FY 04. Collectionsfor FY 04 were $163.6
million (4.5%) greater than FY 03 collections. After
increasing $26.5 million from FY 00 to FY 01,
individual income tax collections dropped $239.0 million
by the end of FY 02. FY 03 and FY 04 collections have
each been higher than the previous year. Although FY
04 collections increased over FY 03, they were ill only
$28.1 million (0.7%) greater than at the high point in FY
01. FY 04 collections were $27.3 million (0.7%) above
the Revised Forecast and $31.3 million (0.8%) below
the Budget Forecast.

Individual Income Tax
(Dollars in Millians)

Corporate Income Tax
Corporate income taxes continue to decline. For FY 04
they totaled $644.8 million (6.1%) of General Fund
revenue, which compares to $985.3 million (10.8%) of
Genera Fund revenue in FY 00. FY 04 collections were
$36.4 million (6.0%) above the Revised Forecast and
$86.2 million (15.4%) above the Budget Forecast.
Severa provisions of the corporate income tax law were
changed during the 2002 specia session of the Genera
Assembly. That legidation hasin part been afactor in
the decline of $482.6 million in corporate income tax
collectionssince FY 01. Using FY 01 asa base, the
State lost Corporate Income Tax revenue of $145.9
million in FY 02, $126.2 million in FY 03, and $210.5
million in FY 04.

Riverboat Wagering Tax
Riverboat wagering tax accounted for 5.7% of the
General Fund revenuein FY 04 compared to nonein
FY 02. Prior to FY 03 the State' s share of the
riverboat wagering tax was deposited into the Build
Indiana Fund. Starting with FY 03 the State' s share of
the riverboat wagering tax is deposited into the Property
Tax Replacement Fund. At the end of each fiscal year
beginning with FY 03, funds are transferred to the Build
Indiana Fund to bring its revenue total to $250 million.
In FY 03 $136,209,071 was transferred while
$106,523,997 was transferred in FY 04. The State'sand
local gover nment’ s shares of riverboat wagering tax
for fiscal years 2000— 2004 wer e as follows:
FY 2000 $246,114,118 State, $ 82,038,039 Local
FY 2001 $260,193,774 State, $ 84,098,718 L ocal
FY 2002 $285,139,922 State, $ 95,046,641 L ocal
FY 2003 $430,886,277 State, $ 95,046,641 L ocal
FY 2004 $601,547,172 State, $128,046,641 L ocal

By 2000  FY 2001 FY 2002  FY 2003  FY 2004
15t Cluarter a01.5 9126 a60.2 aa4.7 904.0
2nd Quarter 740,45 7821 7708 799.7 a41.6
3rd Cluarter 906.5 8503 7937 d32.8 8454
4th Cluarter | 11998 12458 111610 11271 12169
Total 37633 37798 354080 Fp443 0 38079
Individual Income Tax Collections
$1,300
é $1,100
E $900
5: $700
$500
FY 2000 FY 2001 FY 2002 FY 2003 FY 2004
||:|lst Quarter m2nd Quarter o 3rd Quarter @ 4th Quarter|
Corporate Income Tax
(Dollars in Millions)
FY 2000  Fy 2001  EY 2002 FY 2003 | BY 2004
1t Qluarter 220.4 2056 189.8 1323 1142
2nd Cluarter 1997 187.9 164.5 140.5 1268
3rd Quarter 108.6 7af 44 2 a0.2 7349
dth Quarter 456 .6 386.1 3109 4061 33049
Tatal 9585 3 855 3 7094 7291 G448
Corporate Ilncome Tax Collections
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Riverboat YWagering Tax
(Dollars in Millions)
Prior to fiscal year 2003 FY 2003 FY 2004
15t Quarter | riverboat wagering taxes 49 4 114.0
Ind Quarter  Were not deposited into the 5.2 1145
General and Property Tax : :
3rd Quarter Replacement Fund. 118.3 1759
4th Quarter | 1709 197 .0
Total 4308 014
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